Before the

Administrative Hearing Commission

State of Missouri

GARY RANDOLPH,
)



)



Petitioner,
)




)


vs.

)

No. 05-1183 RI



)

DIRECTOR OF REVENUE,
)




)
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)

DECISION 


Gary Randolph (“Randolph”) is liable for $288 in 2001 Missouri income tax, plus interest, because his long-term disability benefits were provided by his employer and were thus subject to income tax.  Randolph is not liable for additions to tax.  
Procedure


Randolph filed a complaint on July 27, 2005, challenging the Director of Revenue’s (“the Director”) assessment of income tax, additions, and interest for 2001.  This Commission convened a hearing on the complaint on December 15, 2005.  Randolph represented himself.  Senior Counsel Joyce Hainen represented the Director.


We left the record open for Randolph to submit additional evidence, which he filed on December 19, 2005.  Because the Director has raised no objection, we admit the additional 
evidence as Petitioner’s Exhibit 1.  Section 536.070(8).
  On December 20, 2005, the Director filed a motion to reconvene the hearing.  On December 22, 2005, the Director filed a motion for extension of time to submit additional evidence.  We reconvened the hearing and received additional evidence on January 13, 2006.  

The parties elected to file written arguments.  The last written argument was due on March 23, 2006.  
Findings of Fact


1.  During 2001, Randolph lived in Missouri and was employed by the State of Missouri (“the State”) at Eastern Correctional Center.  While at work, Randolph suffered injuries to his back and neck.  


2.  Standard Insurance Company (“Standard”) contracted with the State to provide long-term disability insurance for state employees.  


3.  During 2001, Randolph received $15,679 in long-term disability benefits from Standard.  He first received a lump-sum payment and then received periodic payments.  

4.  During 2001, Randolph was hired by AT&T.  However, he was unable to complete training with AT&T due to his medical condition.  Randolph earned $849 from AT&T in 2001.  

5.  The IRS’s Publication 17, “Your Federal Income Tax” for 2000 states:  

Other compensation.  Many other amounts you receive as compensation for sickness or injury are not taxable.  These include the following amounts:  

· Compensatory damages you receive for physical injury or physical sickness, whether paid in a lump sum or in periodic payments.
· Benefits you receive under an accident or health insurance policy on which either you paid the premiums or your employer paid the premiums but you had to include them in your gross income,
· Disability benefits you receive for loss of income or earning capacity as a result of injuries under a “no-fault” car insurance policy
· Compensation you receive for permanent loss or loss of use of a part or function of your body, or for your permanent disfigurement.  This compensation must be 
· based only on the injury and not on the period of your absence from work.  These benefits are not taxable even if your employer pays for the accident and health plan that provides these benefits.  

(Pet’r Ex. 1.)  


6.  Randolph filed a 2001 “Missouri Individual Income Tax Return, Single/Married with One Income—Short Form,” Form MO 1040A, reporting: 

Total income from federal return
$   849

Personal exemption
$2,100

Standard or itemized deduction
$4,550
Missouri taxable income
$       0

Missouri income tax
$       0

Missouri withholding
$     25

Refund

$     25  
The Director issued a refund of $25.  


7.  The IRS increased Randolph’s taxable income by $15,679, the amount of the payments from Standard, and notified the Director of the change. 


8.  On November 24, 2004, the Director issued a notice of adjustment, increasing Randolph’s federal adjusted gross income (“FAGI”) to $16,528 and increasing his federal income tax deduction to $1,361.  The Director allowed the personal exemption of $2,100 and the standard deduction of $4,550.  The Director computed Randolph’s 2001 Missouri income tax as $290, and imposed interest and a five-percent addition to tax for failure to timely pay tax.  


9.  On February 2, 2005, the Director issued a notice of deficiency, assessing $290 in tax and $14.50 in additions, plus interest.  Randolph protested the notice of deficiency. 


10.  On July 30, 2005, the Director issued a final decision denying the protest. 

Conclusions of Law


This Commission has jurisdiction over appeals from the Director’s final decisions.  Section 621.050.1.  Randolph has the burden to prove that he is not liable for the amounts that the Director assessed.  Sections 136.300.1 and 621.050.2.  Our duty in a tax case is not merely to review the Director’s decision, but to find the facts and to determine, by the application of existing law to those facts, the taxpayer’s lawful tax liability for the period or transaction at issue.  J.C. Nichols Co. v. Director of Revenue, 796 S.W.2d 16, 20-21 (Mo. banc 1990).  We may do whatever the law permits the Director to do.  State Bd. of Regis'n for the Healing Arts v. Finch, 514 S.W.2d 608, 614 (Mo. App., W.D. 1974).

I.  Inclusion of the Long-term Disability Benefits in FAGI

Section 143.011 imposes a tax for each taxable year on the Missouri taxable income of every resident.  The tax is based on federal adjusted gross income.  Sections 143.111 and 143.121.1.  

26 USC § 105 provides: 
(a) Amounts attributable to employer contributions.—Except as otherwise provided in this section, amounts received by an employee through accident or health insurance for personal injuries or sickness shall be included in gross income to the extent such amounts (1) are attributable to contributions by the employer which were not includible in the gross income of the employee, or (2) are paid by the employer.  
*    *   *

(e) Accident and health plans.—For purposes of this section and section 104—
(1) amounts received under an accident or health plan for employees, and
(2) amounts received from a sickness and disability fund for employees maintained under the law of a State or the District of Columbia,
shall be treated as amounts received through accident or health insurance. 

The long-term disability insurance was a benefit provided to Randolph under state law as a state employee, § 104.518, and premiums were paid by the State.

Randolph cites IRS Publication 17, which states:  

Other compensation.  Many other amounts you receive as compensation for sickness or injury are not taxable.  These include the following amounts:  

· Compensatory damages you receive for physical injury or physical sickness, whether paid in a lump sum or in periodic payments.
· Benefits you receive under an accident or health insurance policy on which either you paid the premiums or your employer paid the premiums but you had to include them in your gross income,
· Disability benefits you receive for loss of income or earning capacity as a result of injuries under a “no-fault” car insurance policy
· Compensation you receive for permanent loss or loss of use of a part or function of your body, or for your permanent disfigurement.  This compensation must be based only on the injury and not on the period of your absence from work.  These benefits are not taxable even if your employer pays for the accident and health plan that provides these benefits.  

(Pet’r Ex. 1) (emphasis added).  As this excerpt indicates, the payments could be excluded from Randolph’s gross income if he had included the employer-paid premiums in his gross income.  Randolph has made no showing that he included the premiums in his gross income, and we see no reason why he would have.  Randolph also emphasizes the portion referring to “Compensation you receive for permanent loss or loss of use of a part or function of your body, or for your permanent disfigurement.”  This restates an exclusion embodied in 26 USC § 105(c), which provides:  

Payments unrelated to absence from work.—Gross income does not include amounts referred to in subsection (a) to the extent such amounts—
(1) constitute payment for the permanent loss or loss of use of a member or function of the body, or the permanent disfigurement, of the taxpayer . . . , and
(2) are computed with reference to the nature of the injury without regard to the period the employee is absent from work.

Randolph has established that he has neck and back injuries.  He has not established that he had “the permanent loss or loss of use of a member or function of the body.”  Therefore, this exclusion does not apply.      

Pursuant to 26 USC § 105, the long-term disability payments are included in Randolph’s FAGI.  

II.  Computation

Randolph raises no other issue as to the computation of his 2001 Missouri income tax.  The Director allowed the personal exemption, § 143.151, the Missouri standard deduction, 
§ 143.131, and the federal income tax deduction.  Section 143.171.2.  Randolph’s Missouri taxable income is computed as follows:  

FAGI

$16,528

- personal exemption
-$  2,100

- standard deduction
 -$   4,550

- federal income tax deduction
-$   1,361
Missouri taxable income
$  8,517

Section 143.111.  The tax on this amount is $288.
  Sections 143.011 and 143.111.  Randolph paid $25 in withholdings, but the Director previously refunded this amount.  Therefore, $288 is due and owing.  Interest applies as a matter of law.  Section 143.731.1.    
III.  Additions

Section 143.751.1 authorizes an addition to tax if any part of a deficiency is due to negligence or intentional disregard of the rules and regulations.  Negligence is “the failure to 
make a reasonable attempt to comply with the state tax laws.”  Hiett v. Director of Revenue, 
899 S.W.2d 870, 873 (Mo. banc 1995).


Randolph cites IRS Publication 17, on which he relied.  We conclude that his failure to include the disability payments in FAGI was due to a misunderstanding and not due to negligence.  Many types of disability payments and compensation for injuries are not subject to federal income tax.  26 USC §§ 104, 105(b) and (c).  Persons with disabling injuries are faced not only with a loss of income, but with the costs of medical treatment.  If Randolph’s employer had not paid for the plan or if Randolph had included the premiums in his gross income, the disability payments would not be subject to tax.  Randolph was not negligent.  He was diligent enough to consult an IRS publication, but he did not understand the nuances of the information stated in that publication.  Therefore, Randolph is not liable for additions to tax.  
Summary


Randolph is liable for $288 in 2001 Missouri income tax, plus accrued interest.  Randolph is not liable for additions to tax.  

SO ORDERED on May 15, 2006.



________________________________



KAREN A. WINN



Commissioner

	�Statutory references are to the 2000 Revised Statutes of Missouri, unless otherwise noted.  


	�This is $2 less than the Director calculated.  We must make an independent determination.  J.C. Nichols, 796 S.W.2d at 20.  


	�As noted in Smith v. Director of Revenue, No. 04-1432 RI (Mo. Admin. Hearing Comm’n Oct. 28, 2005), 


§ 143.751.1 requires the Director to notify the taxpayer of the factual basis for the finding of negligence at the time the Director issues a proposed assessment, and in future cases involving notices issued after that decision, the Director should be prepared to show her compliance with this requirement.  
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